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Preface 


The replacement of the existing federal sales 
tax is a key element of the government’s 
Strategy to strengthen Canada’s economy 
and to maintain essential programs. This 
initiative will both improve Canada’s ability 
to compete in the world economy and 
provide the federal government with a more 
stable and more reliable tax system. 


As important, sales tax reform will improve 
the overall fairness of the Canadian tax 
system. The distribution of the tax burden 
will be more progressive and lower income 
Canadians will be better off. 


To secure these major economic and social 
dividends, the government will implement a 
more modern and fairer sales tax system for 
Canada, the Goods and Services Tax, on 
January 1, 1991. 


The Honourable Michael H. Wilson 
Minister of Finance 


nee Department of Finance _-Ministére des Finances 
Canada Canada 


Why Sales Tax Reform? 


Problems With Existing 
Federal Sales Tax 


The existing federal sales tax is levied on 
the price of goods produced in Canada at 
the time they are sold by the manufacturer. 
It also applies to the duty-paid value of 
imports. 


When the tax was adopted in 1924, it was 
adequate for an economy with relatively 
simple patterns of production and 
distribution. With increased complexity in 
the marketplace and the growing 
importance of international competition, it 
has become outmoded. Canada is now the 
only industrialized country left with an 
outdated sales tax of this kind. 


The federal sales tax has three fundamental 
flaws: 


e it is damaging to the Canadian 
economy; 


e it is a porous tax and an increasingly 
unreliable source of revenues; and 


e jit is hidden from consumers. 


Economic Costs of the 
Federal Sales Tax 


The federal sales tax is estimated to 
constrain the output of the national 
economy by as much as $9 billion a year. 


Impairs Domestic Production 


Because the federal sales tax is applied to 
sales of manufactured goods, a significant 
amount of tax is paid on things used in the 
production of all other goods and services. 
These inputs include vehicles, computers, 
office equipment and furniture, stationery, 
and construction materials, to name but a 
few. A hidden tax burden is imposed on all 
goods and services sold in Canada. 


It is estimated that about one-half of 
federal sales tax revenues, or about 

$8 billion this year, are derived from the 
taxation of inputs into the production 
process. This lowers investment in Canada 
and depresses national economic output. 


Hurts Exports and Favours Imports 


The taxation of inputs into domestic 
production harms the international 
competitiveness of Canada’s exports. The 
existing tax is also the only consumption 
tax in the industrialized world known to 
favour imported goods over domestically 
produced goods. Domestically manufactured 
products are taxed one-third higher, on 


average, than competing imports. In an 
increasingly competitive world, this situation 
is simply unacceptable. 


Narrow Base 


Only about one-third of the goods and 
services purchased by Canadians are subject 
directly to federal sales tax. It is one of the 
narrowest consumption tax bases in the 
industrialized world. Prices are distorted, 
biasing the choices of consumers and the 
decisions of producers. 


Services are virtually excluded from direct 
sales taxation. This is simply a tax benefit 
to wealthier Canadians who tend to 
consume relatively more services. 


Unreliable Source of Revenue 


Taxes must serve as stable and predictable 
sources of revenue. But the existing federal 
sales tax system has led to: 


e extensive tax avoidance among 
manufacturers; 


e acomplex, unreliable and unfair 
patchwork of special provisions and 
administrative interpretations; 


e an increasing number of court challenges 
by taxpayers. 


Hidden from Individual Canadians 


While the government will collect some 
$17 billion from the federal sales tax this 
year, the vast majority of Canadians will 
not know they are paying it. But they will 
pay it, and most often in hidden ways. 


While the tax is charged on manufactured 
products, businesses pass it to Canadians 
either in the form of higher prices or 
reduced wages and lower returns to saving 
and investment. 


Introducing the Goods 
and Services Tax 


How the GST Works 


The Goods and Services Tax will replace the 
existing federal sales tax on January 1, 1991. 
It will be charged at a rate of 9 per cent. 
The new system will be a multi-stage sales 
tax - a common tax structure used in 

48 countries around the world, including a 
majority of the most highly industrialized 
economies in the world. 


From the consumer’s perspective, the tax 
will not be unlike the retail sales taxes 
operated by the provinces. The major 
difference is in the mechanics of the tax. It 
is collected at each stage in the production- 
marketing chain. 


Chart | illustrates how such a multi-stage 
tax works in the case of a household 
appliance such as a washing machine. In 
this simplified example, the production of 
the washing machine begins with the mining 
of iron ore. The mine sells ore to a steel 
maker for $100, plus $9 of sales tax which 
is remitted to the government. The steel 
maker has a value-added of $200 and, 
therefore, sells steel to the appliance 
manufacturer for $300. The steel maker 
charges $27 of tax on its sale, but because it 
can claim a rebate for the $9 of tax paid on 
its purchase of iron ore, it simply remits the 
$18 difference. Similarly, tax is charged and 
refunded along the various stages of the 
production chain until the final sale to the 
consumer. In total, tax of $54 is collected 
throughout the process - an amount 
identical to a 9 per cent retail sales tax on 
the $600 washing machine. 


Under the GST, sales tax is fully removed 
from Canada’s export sales. Imports will be 
fully taxable at the time of importation. 
Overall, for the first time, the new system 
will establish a level playing field for 
Canada’s domestic producers. 
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Why the GST Makes Sense 


Competitiveness and Growth 


Sales tax reform will provide major 
economic benefits for Canada. It will: 


e remove federal sales tax from the 
production of goods and services in 
Canada; 


e eliminate the inherent bias in the existing 
sales tax in favour of imports and 
against Canadian exports; and 


e broaden the tax base. 


As a result, it will lead to higher investment 
and improved productivity. There will be 
greater domestic output and higher real 
incomes for Canadians. By removing the 
distortions caused by taxing production 
inputs, there will be a more efficient 
allocation of resources among competing 
uses in the economy. 


Strengthening Canada’s international 
competitiveness and eliminating existing 
structural biases in favour of imports will 
encourage Canadian production and help 
create jobs for Canadians. 


Because the Goods and Services Tax will 
apply at a lower uniform rate to a much 
broader range of goods and services than 
the existing federal sales tax, sectors across 
the breadth of the economy will be treated 
more equitably. 


It is estimated that the implementation of 
the GST will expand real domestic output 
by as much as 1.4 per cent - or some 

$9 billion annually. All regions of Canada 
will enjoy economic gains as a result of 
federal sales tax reform. 


Reliable Revenue Raiser 


The GST will reduce incentives for 
businesses to avoid tax. There will be no 
incentive to restructure operations for tax 
purposes. The multi-stage nature of the tax 
will also ensure that the new system is not 
prone to evasion. 


More Visible to Consumers 


Consumers will be aware of how much tax 
they are paying. They will be better able to 
compare the prices of the things they buy 
after the hidden distortions of the current 
tax are removed. 


The prices of many goods, such as 
automobiles, now taxed at the general 
sales tax rate should fall. Clearly, however, 
the price of previously untaxed items 

will increase. 


The government will be taking steps to 
ensure that consumers are made fully aware 
of both the operation of the new system 
and its likely effects. 


Refundable Tax Credits and 
Other Fairness Measures 


Sales tax reform brings more fairness, a 
more equitable sharing of the tax burden. 


The new Goods and Services Tax Credit will 
involve a major expansion of benefits. As a 
first step towards the new credit, the 
existing sales tax credit is being doubled in 
this budget and the threshold increased. 
This will more than compensate recipients 
of the full credit for the federal sales tax 
increases announced in the budget. The new 
GST Credit will, like the present credit, be 
refundable. That means that even if 
individuals do not pay income tax, they will still 
receive the credit in a cheque from the 
government. Payments will be made regularly 
every three months, the first in advance of 
the start-up of the new tax system on 
January 1, 1991. The new sales tax system 
will ensure that lower and modest income 
households are better off as a result 

of reform. 


Other income tax changes to benefit middle 
income households will be introduced. In 
combination, the new refundable GST 
Credit and other income tax changes will 
result in a more progressive system after 
reform than before. The government’s goal 
is to assure that families earning less than 
$30,000 a year will be better off after the 
Goods and Services Tax is in place. 


GST will not pose a barrier to the 
affordability of new homes. The government 
will provide assistance directly to those 
home buyers who might otherwise face an 
affordability problem because of the tax 
change. This measure will substantially 
benefit middle-income Canadians. 


Broad Tax Base 


The GST base will include the vast majority 
of goods and services consumed in Canada. 
Only limited exceptions will be made, owing 
to the effectiveness of the offsetting 
measures. Consumers will not be charged 
tax on: 


e basic groceries; 

e prescription drugs; 
e medical devices; 

e residential rents; 


e most health and dental services, 
including hospital and nursing 
home services; 


e daycare services; 
e legal aid services; and 


® most educational services. 


Certain public sector institutions - 
hospitals, school boards, municipalities, 
libraries, colleges and universities - will 
receive partial rebates to ensure no greater 
tax burden than before reform. 
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Registered charities, and non-profit 
organizations substantially funded by 
governments will receive a rebate of 
50 per cent of GST paid on purchases. 


Agricultural and fishery product-related 
sales by farmers and fishermen will be 
tax-free. This is the most technically 
satisfactory means of ensuring there is no 
tax on basic groceries. 


GST Issues for Consultation 


A technical paper giving details about the 
Goods and Services Tax will be released in 
early summer. In the meantime, the 
government welcomes views and seeks 
submissions of interest groups in four areas 
of particular importance. 


1. Consumer Issues 


The government will want the advice of 
consumer groups on how to ensure that 
consumers know the amount of tax they are 
paying, while keeping the system simple. 
Advice will also be sought on the most 
effective steps to ensure that consumers 
fully understand the operation of the GST. 


2. Minimizing Compliance Burden 


A broad base and the single rate will make 
the GST simple for businesses to comply 
with. The broad tax base and single rate 
help. For most businesses, the calculation 
will simply be to subtract tax paid on 
purchases from tax charged on sales. 


A number of measures will ease the 
compliance burden on small businesses: 


e The small traders’ exemption threshold 
will be increased significantly above the 
$5,000 level proposed in the June 1987 
White Paper, reducing the projected 
number of businesses that must comply. 


e Frequency of tax calculation will be 
reduced and simplified accounting 
schemes introduced. 


e Small businesses will receive a fee for 
collecting the tax. 


The government will consult with the small 
business sector on these and other 
measures. 


3. Sales by Charities and 
Non-Profit Organizations 


The appropriate tax treatment of sales by 
charities and non-profit organizations is a 
complex issue. The tax should recognize the 
special nature of certain of these sales 
while, at the same time, maintaining 
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fairness for other suppliers of similar goods 
and services. This requires a delicate 
balance. The government will consult with 
representatives of charities and non-profit 
organizations on these issues. 


4. Financial Services 


The operation of the GST in the financial 
sector will have three elements: 


e Financial institutions will pay tax on 
their purchases. 


e Financial intermediation services, such 
as loans and deposits, mortgages and 
life insurance, and related services, will 
not be taxable. 


e Most of the remaining services provided 
by financial institutions will be taxable 
in the normal manner. 


In further elaborating its approach to 
financial services, the government will seek 
the views of both consumer groups and 
representatives of the financial sector. 


Transitional Effects 


In the year of implementation, the 
replacement of the existing system by the 
GST at 9 per cent will result in a one- -time 
increase in consumer prices of about 2.5 to 
3 per cent on average. At the same time, the 
new GST Credit, accompanied by reductions 
in personal income taxes, will increase 


1) 


household disposable income. The real 
after-tax purchasing power of families 
earning about the average wage will remain 
essentially unchanged during the transition. 
Of course, for those with lower incomes, 
the enhanced credit and income tax changes 
will more than compensate for any one time 
price increase due to therGSE 


Steps to 1991 


The government will release a detailed 
technical paper on sales tax reform in early 
summer. 


‘After releasing the technical paper, the 
Minister of Finance will invite the House of 
Commons Standing Committee on Finance 
and Economic Affairs to hold hearings on 
the proposal. 


Draft legislation, to be released this 
summer, will be the subject of further 
consultation with the business and tax 
professional community on detailed 
administrative requirements. 


Final legislation for sales tax reform is 
expected to be introduced in Parliament 
this fall. 


To ensure that the new system is introduced 
as smoothly as possible, the government will 
provide full information in advance about 
the tax and its likely effects. 
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